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SUBJECT: M ni num Tax/ Qual i fied New Smal | Corps/Cost OF Adm nistration/Audit Bureau
Det er m nes

SUMVARY

This bill would require that any domestic bank or corporation that is both a
qgqualified new corporation and qualified small business pay a mninumtax that is
equal to but not higher than the actual costs incurred by a state agency
associated with incorporating a new business entity, as determ ned by the Bureau
of State Audits.

EFFECTI VE DATE

This bill would be effective January 1, 1998, and apply to certain mninmmtax
paynments for inconme years beginning on or after January 1, 1999.

LEG SLATI VE H STORY

SB 842 (1997), SB 510 (1997), AB 8 (1997), AB 27 (1997), SB 38 (Stats. 1996, Ch.
954), AB 546, AB 3298, AB 3010, AB 3394 (1996); AB 647, AB 744, AB 1098 (1995);
AB 411, AB 977, AB 1721, AB 2886, AB 3807 (1993/94); AB 3506, SB 1453 (1992); AB
4275 (1989/90); SB 572 (Stats. 1987, Ch. 1139); AB 1 (Stats. 1971, Ch.1); AB 1175
(Stats. 1957, Ch. 1127).

PROGRAM HI STORY/ BACKGROUND

The m ni num franchi se tax was established to ensure that all banks or
corporations pay at |east a mnimum anmount of franchise tax for the privil ege of
doing business in this state, regardl ess of the bank’s or corporation’s |evel of
i ncome (or loss). The minimumfranchise tax has varied over the years. For

i ncone years ending before June 25, 1959, the m nimum franchise tax was $25. For
i ncome years ending after June 25, 1959, and begi nning before January 1, 1972,
the mninum franchi se tax was $100. For incone years beginning after

December 31, 1971, and before January 1, 1987, the mninmum franchi se tax was
$200. For incone years beginning after Decenmber 31, 1986, and before January 1,
1989, the mininmum franchise tax was $300 (SB 572, Stats. 1987, Ch.1139). This
tax was increased to $600 for incone years beginning on or after January 1, 1989,
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and before January 1, 1990, and to $800 for inconme years beginning on or after
January 1, 1990. Beginning on January 1, 1997, “qualified new corporations,” as
defined, with estimated gross receipts of less than $1 nmillion are required to
prepay a $600 mi ninum franchise tax in lieu of the $800 m ni num franchi se tax.
The mninum franchise tax is $25 for certain gold and quicksilver m ning
corporations. Credit unions, certain nonprofit cooperative associations, and
donesti ¢ banks and corporations which have filed a certificate of dissolution are
not subject to the m nimum franchi se tax.

Taxpayers are required to pay the mninum franchise tax for their first taxable
year to the Secretary of State at the time they incorporate (California
corporation) or initially qualify (non-California corporation) with that office
to do business in this state. This initial paynent constitutes the taxpayer's
initial return. Because the taxpayer has no prior incone year on which to
measure the tax, the only tax due for the first taxable year is the prepaid

m ni mum franchi se tax.

Prepaynment of the second year's minimumtax is due during the corporation’s first
year. At the end of the first year, even if it is not a full 12 nonths,
taxpayers are required to conmpute their franchise tax for the privilege of
conducti ng busi ness during the second taxable year based on a nmeasurenment of the
first year's net inconme. The taxpayer nust file a corporate franchise tax return
within two nonths and 15 days after the end of the first year and include paynent
of the taxes due for the second taxable year. The franchise tax for each
subsequent taxable year is conputed based on a neasurenent of the preceding
year's net income. Under the rules for paynent of estimted taxes, four equal
paynments are to be nade during the current year for the privilege of exercising a
corporate franchise in the subsequent year, but the first paynent cannot be | ess
than the $800 m ni num t ax.

SPECI FI C FI NDI NGS

Under existing state |aw every bank and corporation that is organi zed or
qualified to do business or is doing business in this state (whether organi zed
in-state or out-of-state) is subject to the minimumfranchi se tax. Taxpayers
must pay the mninmumfranchise tax only if it is nore than their neasured
franchise tax. For incone years beginning on or after January 1, 1997, only

t axpayers whose net incone is |ess than approxi mately $9, 040 pay the m ni mum
franchi se tax because their nmeasured tax woul d be | ess than $800($9, 039 x 8.84% =
$799) .

Exi sting state |l awprovides that real estate nortgage investnment conduits

(REM Cs) are subject to and required to pay the mninmum franchise tax. Regul ated
i nvest ment conpanies (RICs) and real estate investment trusts (REITs) organized
as corporations also are subject to and required to pay the mni mum franchi se

t ax.

Exi sting state lawrequires nonprofit charitable organizations to file periodic
reports with the Attorney CGeneral. For any year that a nonprofit charitable
organi zation does not file with the Attorney General and the Attorney General
notifies the departnent of this failure, the nonprofit charitable organization is
assessed and required to pay the m nimum franchi se tax.
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Under existing state law, the tax on limted partnerships (LPs), limted
liability conpanies (LLCs), and limted liability partnerships (LLPs) is set at
$800 by reference to the amount provided in the mninum franchise tax statute.

Exi sting state | aw provides a reduced m ni mum franchi se tax of $600 for
“qualified new corporations” with gross receipts, less returns and al |l owances,
reportable to this state of less than $1 million. The reduced tax applies only
to the first taxable year commencing on the date the corporation is incorporated.

Al so, existing state |lawprovides that the determ nation of whether a corporation
meets the gross receipts criterion is based on the aggregate gross receipts of
the nmenbers of a commonly controlled group. The | aw defines “gross receipts |ess
returns and al |l owances reportable to this state” as including both business and
non- busi ness receipts.

The reduced m ni mum franchi se tax does not apply to any corporation if 50% or
more of its stock is owned by another corporation. |In addition, it does not
apply to certain entities such as limted partnerships, limted liability
conpani es, and charitable corporations required to pay the mnimum franchi se tax
as aresult of failure to file with the Attorney General.

The corporation pays an additional tax of $200 on the due date of its first
return, without regard to extension, if the corporation’s gross receipts exceed
$1 million or its tax liability exceeds $800.

This bill would require that any donmestic bank or corporation that is both a
qualified new corporation and a qualified small business pay a m ninmumtax that
is equal to but not higher than the adm nistrative costs incurred by a state
agency associated with the incorporation of a new business entity, for the first
two i nconme years.

This bill would require the Bureau of State Audits to determ ne the actual cost
incurred by any state agency associated with the incorporation of a new business
entity and to report that anmount to the Legislature on or before January 1, 1999.

This bill would define “qualified small business” as a business with 25 or fewer
enpl oyees, and gross receipts, less returns and al |l owances, of |ess than $1
mllion during the incone year, and a tax liability not greater than $800.

This bill would not apply to any qualified small businesses that reorganized

solely for the purpose of reducing its mninmumtax obligation

This bill would apply to qualified small businesses that incorporate on or after
January 1, 1999.

Pol i cy Consi derations

This bill would provide that donestic small corporations will pay |ess tax
than foreign small corporations doing business in California. |If enacted,
this bill could be challenged as an unconstitutional violation of the Equa

Protection Cl ause.
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| npl enment ati on Consi derati ons

This bill tw ce describes the guidelines required to be a “qualified snal
busi ness.” Anmendnent 1 would elimnate duplicate | anguage in the bill
clarify that the “first two incone years” wouldinclude the initial
prepaynment to the Secretary of State, and would elimnate the term “bank”
which is included in the definition of “corporation.”

This bill would require the Bureau of State Audits to report its findings to
the Legislature on or before January 1, 1999. |If the Bureau of State Audits
findings are reported close to or on January 1, 1999, it would be difficult
for the Franchise Tax Board to inplenent imediately the prograns necessary
to conply with this bill.

This bill would require that a corporation nust have 25 or fewer enpl oyees,
in addition to the other guidelines, to qualify as a “qualified snal
business.” It would be difficult for the Franchise Tax Board to determ ne

whi ch corporations neet this qualification.

Ref unds m ght have to be nade to qualified small businesses that

i ncorporated on or after January 1, 1999, and prepaid $600 to the Secretary
of State instead of the new m nimum franchise tax for qualified snal

busi nesses, which m ght not be set until after that date. |ssuing any
refunds woul d create a minor additional workload for the departnent.

This bill would provide that m nimum franchise tax for “qualified small

busi nesses” is equal to the actual costs incurred by the state to adm nister
the m nimumtax provisions. The actual costs could change each year, yet it
is unclear if the bill would require the Bureau of State Audits to determ ne
the actual cost only once or each year thereafter.

Techni cal Consi deration

Amendnment 2 is suggested to allow the | anguage of the bill to be consistent
with the “$1 million or less” requirement for “qualified new corporations.”

FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

The revenue inpact of this bill cannot be determined until the Bureau of
State Audits findings are reported to the Legislature. However, for the
1998 incone year, it is expected that approximately $40 million of tax
revenue will be received from approximtely 32,700 “new qualified

corporations” that pay a reduced prepayment to the Secretary of State of
$600 and a second year mnimum franchi se tax of $800.
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BOARD POSI T1 ON
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Anal yst Roger Lackey
Tel ephone # 845-3627
At t or ney Doug Bramhal |

FRANCHI SE TAX BOARD S
PROPCSED AMENDVENTS TO SB 1435
As I ntroduced January 26, 1998

ANVENDMENT 1
On page 4, strikeout lines 4to 17, and insert:

(e) Notw thstandi ng subdivision (a), for income years comrenci hg on or after
January 1, 1999, every donestic corporation that is both a qualified new
corporation and a qualified small business, as provided in subdivision
(g) of Section 23221, shall pay a mininmumtax equal to an amount that is
no hi gher than the anmount required to pay for the costs of adm nistration
of those mnimumtax provisions as determ ned by subdivision (f) of
Section 23221. This subdivision shall apply for the first two incone
years, which includes the year for the initial prepaynent required under
Section 23221, after the corporation’s incorporation

AMENDMENT 2

On page 6, lines 20 and 21, strikeout “of less than one mllion dollars
($1, 000, 000)” and insert:

of one mllion dollars ($1,000,000) or |ess



